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SUBJECT: Petroleum Wndfall Profits Tax/Petroleum Wndfall Profits Fund

SUMVARY OF BILL

This bill would inpose a Petroleum Wndfall Profits Tax, at a rate to be
cal cul ated by the Franchi se Tax Board (FTB), on specified taxpayers engaged in
petroleumrefining. Revenue fromthis tax would be deposited into the Petrol eum
Wndfall Profits Fund, which this bill would create. The Controller would be
required to nake certain transfers fromthis Fund.

This bill also would exenpt gross receipts fromthe sale, storage, use or other
consunption of certain types of fuel fromthe state sales and use tax. This
provision is not discussed in this analysis, except as it inpacts the
departnment’s responsibility to calculate and collect the windfall profits tax.

SUMVARY OF AMENDMENT

The March 28, 2000, anendnents deleted the provisions of the bill as introduced
(relating to interest on overpaynents of sales tax) and replaced themw th the
petroleumw ndfall profits tax discussed in this analysis.

EFFECTI VE DATE

As a tax levy, this bill would becone effective inmedi ately upon enactnent. The
bill specifies that it woul d becomre operative on the 15'" day after the effective
dat e.

LEG SLATI VE H STORY

SB 14 (1995/96) was al nost identical to this bill. It exenpted certain types of
fuel fromsales tax, created the Petrol eum Excess Profits Tax and t he Petrol eum
Excess Profits Fund. SB 14 failed passage in the Assenbly Revenue and Taxati on
Committee.

SPECI FI C FI NDI NGS

Exi sting federal incone tax |aw contains certain provisions for taxpayers in the
oil and gas industry, such as an enhanced oil recovery credit, the option to use
cost or percentage depletion in sonme circunstances, special expensing of
intangible drilling and devel opnent costs, and restrictions on the foreign tax
credit for foreign oil and gas extraction incomne.
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State tax |aw conforns to federal |aw on depletion and intangible drilling and
devel opnent costs. California also allows an enhanced oil recovery credit equal
to one-third of the federal credit for projects located within California.
However, state |aw does not allow the foreign tax credit. Excess intangible
drilling and devel opnent costs are a preference itemfor alternative m ninumtax
pur poses.

Under the Bank and Corporation Tax Law (B&CTL), this bill would inpose a
Petrol eum Wndfall Profits Tax (Profit Tax) upon any taxpayer engaged in
petrol eumrefining, as described in Code 324110 of the North American |Industry
O assification System (NAICS) Manual. The Profit Tax woul d be inposed on the
t axpayer’s gross receipts fromsales in California.

This bill would require the FTB to establish the rate of the Profit Tax annual ly.
The rate woul d be required to produce an anmount of revenue that is estimated to
be equal to the sumof: (1) the estimated total ampunt of sales and use tax
revenue that woul d have been received if the sales and use tax exenption for

nmot or vehicle fuel had not been enacted (as provided under this bill); and (2)
the estimated total of the sales tax exenption that is not passed along to
consuners; and (3) the estimated total amount of Profit Tax passed along to
consuners in the formof increased prices for notor vehicle fuel. The Board of
Equal i zati on (BOE) woul d be responsible for all of these estinmates.

The Profit Tax inposed under this bill would be in addition to all other taxes

i nposed under Chapter 2 of the B&CTL, such as the franchise tax and the m ni num
franchise tax. The Profit Tax woul d be inposed and collected in the sanme manner
as ot her taxes.

This bill would create the Petroleum Wndfall Profits Fund in the State Treasury.
Al'l revenue fromthe Profit Tax woul d be deposited into this Fund.

The Controller would be required to transfer to the Public Transportati on Account
in the State Transportation Fund an anmount equal to the revenue the Public
Transportati on Account woul d have received (as estimted by the BCE with the
concurrence of the Director of Finance) if this bill had not exenpted notor
vehicle fuel fromsales and use taxes. The remainder of the Fund woul d be
transferred to the General Fund.

Pol i cy Consi derati ons

This bill could be viewed as inequitable as it would inpose an additional
tax on a single industry that already is subject to state taxation. In
addition, the bill does not limt the Profit Tax to taxpayers engaged in

petroleumrefining in California. As a result, taxpayers that have no
petroleumrefining activity in California would be subject to the tax.

| npl ement ati on Consi derati ons

If the bill were |limted to taxpayers engaged in petroleumrefining in
California, it wuld create an additional tax that woul d be inposed on fewer
than 20 taxpayers. Changes woul d have to be nade to the department’s
prograns and operations to inpose this newtax. Gven the limted nunber of
t axpayers, tax returns containing the Profit Tax would |ikely be processed
manual | y.
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The follow ng additional inplenentation concerns have been identified with
this bill. The departnent’s staff is available to assist with any
amendnents to resol ve these concerns.

This bill inplies that the Profit Tax woul d be inposed on an annual basis
since the FTB would determ ne the rate annually. However, this bill also
specifies that it woul d becone operative on the 15th day after the
effective date of this act, an operative date that nore appropriately

applies to the sales tax portion of this bill. The interaction between
this operative date | anguage and the annual rate determ nation is
unclear. |If the intent is to inpose the tax annually, clarifying

| anguage shoul d be added that the Profit Tax is inmposed on gross receipts
fromsales in California in incone years beginning on or after
January 1, 2000 (or a different legislatively specified date).

Since this tax would be inposed and collected Iike the franchise tax,
quarterly estimted paynments woul d be required. Taxpayers would al ready
have made estimated paynents during 2000 based on their existing tax
liability. Thus, if the tax is inposed for the 2000 year, taxpayers may
owe interest and penalties fromfailure to pay estinmated taxes based on
their Profit Tax liability. The author may wi sh to waive the interest
and penalties for the 2000 year or clarify that interest and penalties
are due.

If a taxpayer underpays its tax liability, it is unclear whether the
payrment should be credited first to its franchise tax liability, wth the
remai nder to the Profit Tax, or whether the insufficient paynment should
be proportionally divided. Al so, if a taxpayer pays penalties and
interest onits Profit Tax liability, it is unclear whether the anpunt of
penalties and interest should be deposited into the General Fund or the
Petroleum Wndfall Profit Fund. This bill should be nodified to ensure
that the author’s intent is achieved.

The Profit Tax would be inposed on gross receipts fromsales in
California of any taxpayer engaged in petrol eumrefining anywhere.
However, this |language is not specifically limted to gross receipts from
sales in California frompetroleumrefining. Therefore, a taxpayer
engaged in several businesses may be required to pay the Profit Tax on

all California sales, including sales not related to its refinery
operation. This |language should be clarified if the author intends to

i npose the tax only on sales fromrefining.

The Profit Tax would be inposed on gross recei pts of any taxpayer engaged
in petroleumrefining anywhere. The tax is not limted to taxpayers
engaged in petroleumrefining in California. Therefore, a taxpayer
engaged in petroleumrefining only outside California would be required
to pay the Profit Tax on all California sales -- sales not related to its
refinery operation. This |anguage should be clarified if the author
intends to inpose the tax only on taxpayers engaged in refining in

Cal i fornia.
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@ The Profit Tax revenue woul d be deposited into a special fund, the
Petrol eum Wndfall Profit Fund. The department currently deposits all
nmoney received into the Personal Incone Tax Fund or the Bank and
Corporation Tax Fund. |In cases where noney is designated for a special
pur pose, such as a voluntary contribution fund, the departnent determ nes
the appropriate amount and then inforns the Controller, who nakes the
actual transfer. Anmending the bill to establish a simlar process would
el i mnate conplicated changes to the departnent’s accounting systens.

Techni cal Consi der ati ons

This bill would exenpt other types of fuel besides notor vehicle fuel from
state sales and use taxes and the transfers nmade by the Controller.
However, the section of this bill that inposes the Profit Tax refers only to

notor vehicle fuel tax. Since the Profit Tax was apparently intended to

of fset revenue loss fromthe sales and use tax exenption provided by the
bill, fuel taxes referred to under the Profit Tax should coincide with the
fuel tax exenptions enacted by the bill. Adding the other types of fuel to
the Profit Tax section would provide consi stency.

The bill |anguage omts a parenthetical on page 4, line 1, after "(NAICS)"
In addition, the bill refers to the NAICS, but does not specify a
publication date for the manual
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Depart nental Costs

The department’s costs to adm nister this bill cannot be determ ned unti
i npl enent ati on concerns have been resol ved.

Tax Revenue Esti mate

According to the nost recent estimate by the BOE, the annual revenue from
the state sales tax on notor vehicle fuels is on the order of $1.2 billion

No projections are available for (1) that portion, if any, of the exenption
fromthe sales or use taxes for notor vehicle fuel provided for in Section
6357.7 that is not passed on to consuners and (2) that portion, if any, of
the tax inposed pursuant to this section estimated by the BOE to be passed
on by taxpayers to consunmers in the form of increased prices for notor
vehi cl e fuel

Calculating a Profit Tax is not feasible at this tinme since estimtes for
the last two conponents are not available fromthe BCE
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Pendi ng.



